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  The result of neutrality of vertical integration for competition postulated 
by the Chicago School can be supported by a benchmark model with (1) an 
upstream monopolist, (2) homogeneous goods downstream and (3) observable 
(two-part tariff) contracts. The result does not hold however, whenever any of the 
three assumptions is relaxed. Rey and Tirole (1999) show that, with secret 
contracts, vertical integration is profitable and anticompetitive. The present 
paper shows that, adding an alternative supplier and product differentiation to 
the benchmark model, the effects of vertical integration depend on the efficiency 
level of the alternative supplier. When the alternative supply is relatively efficient, 
we also obtain that vertical integration is profitable and anticompetitive. 
However, when the alternative supplier is relatively inefficient, vertical 
integration becomes unprofitable and increases social welfare. 
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? 3/z hk d y hw k d w￿l+zl>f, ￿ ￿l+f>f, A￿ l+zl>z m, ￿ ￿l+f>zm,= Wkhq/ wkh frqvwudlqw
il ￿ ￿l+zl>z m, ￿ ￿l+f>zm, lpsolhv wkdw wkh rqo| htxloleulxp lq wkh vhfrqg vwdjh lv wkdw erwk ￿upv dffhsw
wkh frqwudfw1
8Wkh rqo| vlwxdwlrq zh kdyh qrw h{foxghg dv rswlpdo lv wkh rqh lq zklfk ￿up X r￿huv wzr frqwudfwv
vxfk wkdw rqo| rqh ￿up dffhswv dqg wkh rwkhu grhv qrw surgxfh1 Krzhyhu/ wklv vlwxdwlrq lv htxlydohqw wr
dqrwkhu zkhuh wkh ￿up wkdw zdv qrw surgxflqj lv r￿huhg d frqwudfw lqfoxglqj d }hur ￿{hg ihh dqg wkh orzhvw
zkrohvdoh sulfh wkdw nhhsv wkdw ￿up rxw ri wkh pdunhw1 Exw wkrvh frqwudfwv duh douhdg| frqvlghuhg lq wkh
pd{lpl}dwlrq surjudp zh vroyh1"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